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ON APPEAL FROM THE DECISION OF THE UNITED STATES TAX 


BRIEF FOR [HE APPELEANT 
STATEMENT OF THE ESSUES PRESENTED 

Taxpayer is a motor freight common carrier, which 16 a seit- 
insurer as to cargo losses and the loss-deductible portion of its 
insured collision losses. its collision insurance premiums were 
subject to retrospective adjustments based on loss experience. 
Taxpayer uses the accrual method of accounting. Prior to 1768, 
it was taxpayer's practice to estimate its insurance expenses and 
uninsured losses, and taxpayer created a reserve account for 
such items. Taxpayer claimed a current deduction for additions 
to the reserve. In 1968, the Commissioner of Internal Revenue 
required taxpayer to terminate this practice for federal tax 


purposes, and to use only actual expenditures as the basis for 


3. 

for deductions. Taxpayer acceded to this change, bul there 

remained a substantial balance im the reserve account as of the 

beginnine of 1963 The Commissioner of Internal Revenue soupht 
& > . 

to require the taxpayer to include this balance (representing 


prior deductions) in income for 1968 der Seerion 481 of the 


Code. in this centext, the Guestions are: 


1. Whether the taxpayer's change, as required by the 
Commissioner, from the use of estimates to the use of actual 
expenditures in accounting for insurance costs and for uninsured 
loss and damage claims was a change in method of accounting. 

2. Whether the balance in the taxpayer's reserve for 
insurance expense at the beginning of the year when it changed 
to actual expeise deductions was inc-udible in its taxable income 
for that year as an adjustment necessary solely by reason of the 
change in order to prevent this balance from being omitted from 
income . 

STATEMENT OF THE GASE 

This is an appeal by the Commissioner of Internal Revenue 
from a decision by the United States Tax Court (Judge Coffe) 
refusing to include in the taxable income of Schuster's Express 
Inc. (taxpayer) for the taxable year ended Jume 30, 1968, a 
balance of $73,020 which stood in a reserve for insurance expense 
maintained by the taxpayer at the beginning of that year. 

1 
(CR. 1-2, 87, 90-91, 95-96.) The findings of fact and 


Opinion of the Tax Court, weieh were [1 ed Gn June 24, 1776, 


5 eee er a ae 
17 “R.™ references are to the separately bound record appendix. 


ae 
are reported at 66 1.€. 588. (R. 94-114.) The decision of the 
Tax Court was entered, pursuant to a Rule 155 computation, on 
september 9, 1976. (KR. 115.) The Cor filed a timely 
notice of appeal on December 7, 1976. (R. 2.) The jurisdiction 
of this Court is invoked under Section 7482 of the Internal 
Revenue Code of 1954. 

The facts, as found by the Tax Court and as shown by the 
record are as follows: 

During the taxable year ended June 30, 1968, the taxpayer 


was a common carrier engaged in an interstate truckine business 
> oOo oO ? 


with its principal place of business in Colchester, Connec 


CR. 83-84, 96; Stip. Ex. 2-8.) At all relevant tin 

payer maintained its books and filed its 

on an accrual method of accounting with a fiscal year ending 
June 30th. (KR. 83-84, 83-66.) During the fiscal years ended 
June 30, 1966, and June 30, 1967, the taxpayer 

account entitled “Reserve for Insurance."’ (R. 

month during the year ended June 30, 1966, the taxpayer deducted 
from its income a total of five percent of its revenues for 
insurance expense. (R. 85, 86-87.) This five percent charge 
was intended to cover the premiums payable on various insurance 
policies covering the risks inherent in the taxpayer's business, 
as well as to cover any expenditures with respect to risks for 
which the taxpayer acted as a self-insurer. (R. 84-86.) The 
taxpayer's program of self-insurance primarily covered claims 


for lost or damaged freight, and collision damage losses to the 


a hk - 
taxpayer's trucks which were within the loss deductible portion 
Of its collision coverare. (R. 84-85.) Actual expenditures for 
these items were cha as insurance expenses on the taxpayer's 
books, and each month an adjusting entry was made to bring the 
total of such charges to five percent of the taxpayer's revenues, 
with a corresponding credit or debit to the ''Reserve for Insurance" 
account. (R. 86-87.) The total charges for insurance expenses 
during the year ended June 30, 1966, exceeded the taxpayer's 
actual expenses for such items by $69,960. <(R. 86-87.) This 
mount was de sd on the taxpayer's federal income tax return 
for the fiscal year ended June 30, 1966. (R. .86-67.) 

In the fiscal year ended June 30, 1967, the taxpayer reduced 
its provision for insurance expense to 4.5 percent of its revenues, 
and continued its practice of adjusting its actual insurance 
expenditures at the end of each month to match its estimates. 


(R. 87.) The total insurance expense charges thus deducted 


during t’: year exceeded its expenditures for these items by 


$3,040. (R. 87.) This excess of deductions over expenditures 


in fiscal 1967 was reflected in an increase of $3,040 in the 
balance in the “Reserve for Insurance’ account, which, accordingly, 
stood at $73,020 on June 30, 1967. (CR: 87.) 

In fiscal 1968 the taxpayer continued its practice of ad- 
justing its insurance expense deductions each month to match its 
estimates based on 4.5 percent of its revenues. (R. 88.) At 


the end of the year, however, the taxpayer reduced its insurance 


expense deduction by $34,545 and reduced the reserve for insurance 


- 3 
by a like amount in order to bring the reserve down to what the 
taxpayer considered to be an appropriate amount after revi 


the claims for st Oo amaged freight outstanding agains 
the end of the year. (R. 88.) The reserve, as thus adjusted, 
totaled $99.1358 at June 30, 1968.  R. 88 } 

The Commissioner disallowed the taxpayer's insurance ex- 
pense deductions in 1968 to the extent of the $99,138 closing 
Balance in fhe recerve. (fet Ex A 5, 2-3.) The taxpayer 
admitted that the Commissione1 had carrectly disallowed $26,118 
Of this bal: ; Since this amount represented the excess of 


ae 


the insurance expense deductions claimed by the taxpayer in fiscal 


1968, after taking into account the year-end adjustment described 


above, over the taxpayer's actual expenditures in that year. 


(KR. 12-13, 88-89, 102.) The taxpayer contended, however, that 


correction of the errors made in fiscal years 1966 and 1967 which 


O 


gave rise to the reserve balance of $73,020 on June 30, 1967. 
Wae barred by (he statute of Limitations. €R. 12-13. 87. 162.) 
At trial, the Commissioner contended that under Section 481 of 
the Code, the taxpayer was required to include the balance of 
$73,020 in its income for fiscal 1968 in order to prevent this 
balance from being icted twice solely by reason of its change 


of method of accounting from the use of estimates to the use of 
Z/ 


actual expenditures.  (R: 20-21.) 


2) At the outset of the trial, the parties raised the issue 
whether the Commissioner's failure to refer to Section 481 of 
the Code in fis statutory notice of deficiency or in his answer 
to the petition ehifted the burden of proof with respect to the 
applicability of that section to the Commissioner under Rule 39 
of the Rules of Practice and Procedure of the United States Tax 
Coere (J80 2, 1974), (8, 18-07 24 32.) Belore any cy gence 


ae oe 
The Tax Court held that Section 481 was not applicable to 


first place, the Tax Court held 


the item here in dispute. In the 
that the taxpayer's change from the use of estimates to the use 
of actual expenditures in deducting its insurance expenses was 
of method of accounting because its prior practice 
y wrong and resulted in erroneous and excessive deductions 
which fail : s2ct the taxpayer's total lifetime income. 
107-112.) The eourt was aiso of the view that even if the 
change in question were a change in method of accounting, the 
amount here in dispute did not arise solely because of the change, 
since in the absence of a change, there was no assurance that the 
taxpayer would ever have been required to recognize additional 
income by reasoa of the excessive deduc*ions in earlier years 
(R. 113-114.) The Tax Court accordingly refused to anply Secti 
481 to require the adjustment sought by the mmissioner, and 


from this adverse decision the Commissioner brin is appeal. 


2) ‘Ceontinued) : 

was presented, the Tax Court ruled that the statutory notice of 
deficiency was not sufficient to inform the taxpayer that the 
Commissioner intended to apply Section 481, nd, therefore, the 
burden of proof with respect to the applicabi ty of that section 
was shifted to him. (R. 39, 41.) In its opinion, the Tax Court 
found that, although the issue had not been raised in che pleadings, 
the taxpayer had been given sur fficient advance notice that the 
Commissioner intended to rely on Be orinn 461 to enable 16 €0 
prepare adequately for sae (KR. 104.) Accordingly, the court 
held that the Commissioner was entitled to rely on Section 481 

in support of his ee ae (R. 104.) The court reatfirmed 
its ruling made at trial, however, that the burden of proof with 
respect to this issue rested with the Commissioner. (R. 109.) 


os 

SUMMARY OF ARGUMENT 
Court erred in rejecting the Commissioner's con- 
tention that the taxpayer changed its method of accounting in its 


fiscal year ended June 30, 1968, when it was required by the 
7 1 P 


Commissioner to change from the use of a reserve for insur- 
7e expense to the use 

deductions for insurance and 

Under its old method of accounti 

deducted estimates which exceeded its actual expenses by a total 
of $73,020, an amount which was carried in a reserve for insurance 
account at the beginning of its 1968 fiscal year. In concluding 
that the taxpayer had simply claimed excessive and unallowable 
deductions in the year: c1Or 1968, the Tax Court failed to 
recognize that the taxpayer had, in fact, made two se 
in computing its deductions for insurance expenses in those years. 
The first, and fundamental, error was that the taxpayer dedu ed 
an additic -o a reserve which was not expressly authorized bye 
statute is error involved an impermissible method of accountin 
which the taxpayer was required to change in 1968. The second error 
was that the taxpayer mis: : i reserve method of accounting 
by deducting excessive and unrealistic amounts as additions to 
the reserve. It was this error, which did not involve a separate 
method of accounting, which caused the distortion of the taxpayer’ 


income in the prior years 


The change from the deduction of an addition to a reserve to the 


. * Ba “ a +, ra © ot ca id + a 74 } } { 
deauction of actual expenditures was clearly a change in the timing o! 


a deduction. Under generally accepted financial accounting principles, 


a reporting company is required to deduct from its curr 
any forseeable expenses which can be reasonably estimat 
can be properly allocated t he current accounting per 
the other hand, under the principles of annual tax acco 
an expense does not become deductible until all events 
eccurred which fix the taxpayer's liability to pay it. 
as here, the all events test of tax accounting results 


a deduction, which may have been accruable under genera 


ee 


accounting principles in an earlier year when the relat 
were earned, to a later year when the expense was ascer 
change is clearly a change in the t 


a deduction. Accordingly, under the applicable Treasur 


c 
© 


ent income 
ed and 

fod, On 
unting, 
have 

Where, 

in delaying 
lly accepted 
ed revenues 
tained and 
iming of 


x omlatd re 
y Regulations, 


the taxpayer is required to treat the nge in question as a 


change in method of 
II. The taxpayer's change from the deduction of an 
rance expense to the deduction of 
11 year 1968 left the previously de 
) opening balance in the reserve with no function 
taxpayer's new method of accounting. Implicit in the t 


reserve method of accounting was the assumption that ac 


addition 
actual 
ducted 

under the 
axpayer's 


tual expenses 


B 


and damage claims not covered by 


C 


insurance would be charged to the reserve and would not result in 


any deductions from income when paid. As a result of t 


accounting method, and solely as a result of that chang 


charges wou! ver be made to the reserve in fiscal 195 


years, and the taxpayer's actual expenses bece 2 deduct 


he chanre in 
e, no 


8 and later 


; ? 
thle from 


its income when paid, it is precisely this kind of doubling 


up of deductions which Section 481 


An rae 3 ; as Gs ee . a 
Accordingly fax Court should sioner 


. fe al 1 Nog ¢ 19 <a oe 
to include the ; 020 openings the 


income for its 


ARGUMENT 


THE TAXPAYER'S CHANGE 
ESTIMATES TO THE USE OF 
yt FOR INSURANCE 


DAMAGE 


ING 


REVENUE CODE 


pp Se 


Section 48l(a) of the Internal R ue Code 154, Appendix 


>.--In computi 


any taxable year 


if such computation indé 
of accounting different from the n 
which the moavyer | > -e income for the 
preceding ba! ible year was compute 


(2) there shall be taken into account those 
adjustments which are determined to be necessar’ 
solely by reason of the change in order to 


vent amounts from being duplicated or omitte 
In addition to making any adjustments req ired under this section, 
accounting normally 


must also obtain the Commissioner's consent to the change, as 


required by Section 446(e) of the Code, Appendix, infra 


, before 
he computes his taxable income 1 the new method of accounting. 
The provisions of Sections 446 and 481 evidently were intended 


to be read in pari materia, and the Regulations reflect this 


close relationship between the two sections. Treasury Regulations 


Tax (1954 Code), 


2(ii) (a), Appendix 


1970-2 Cum. Bull. 98, as * Of a vision desirned 
a - i ae ee ns + nao ‘ mae AA? 
CLUCOTryY rererence Co aires gn mMecno 
and provide examples tinguishing between 


accounting and changes in accounting treatment 
in the underlying facts of 
(e)(2) as originally promulgatec 
220-221 with the revised 1 age of that section 

The Tax Court held (Rm, 106-112) that the taxpayer's change 
the use of estimates to the use of actual expenditures in computi 
its expenses for insurance and for uninsured loss and damage 

a change in method of accounting, but rather 

that it represented the disallowance of improper and excessive 
deductions--deductions which were not properly accruable in 
any year. In thus rejecting the Commissioner's contention 


that the change in question was a change in method of accounting, 


the Tax Court relied primarily on Holt Co 


ine, Vv. United Staves 
piece a 


368 F. 2¢ 311 (C.A. 5, 1966), aff's 65-2 U.8.7,C,, par. 9464 


(W.D, Tex., April 3, 1965). In that case, the District Court found a: 


a fact that the taxpayer, a manufacturer and distributor of sporting 


é 


goods, had, at all material times, employed the specific charge- 
Off method of accounting for bad debts, as opposed to the reserve 
Mectod. 65-2 05,7 0 ©. 96,962. During the years in cuect on 

Ehe taxpayer in Holt had charged Git, under its method of accounting , 
certain so-called "Country Accounts Receivable” which were not in 
fact worthless when charged off, later reporting recoveries on 

such accounts as income when received. The court of appeals 


affirmed the judgment of the District Court im refusing to treat 


such erroneous charge-offs as a method of ac 


OUt that such a practice “is nothine more than a method of dis- 


LOrting 10G0me i fave’ Of the Laxpager 362 7. 2a, 2. Siz. 

of the 
Tax Court in the present case to find that the change by the 
taxpayer here from the use of estimates to the use of actual 
expenditures was a change in method of accounting. In the first 
Place, in Holt, unlike herve, the trial court found that the taxpayer 
was at all times using a method of accounting (specific charge-off) 
which required a case by case determination of the worthlessness of 
each account receivable before it could be charged off. Thus 
the taxpayer's mistake in Holt appears to have been the erroneous 
application of that method of accounting to the facts of each 
-ndividual transaction. Here, on the other hand, the taxpayer 
changed from a method of accounting under which an estimate based 


on a percentage of gross revenues was deducted from income each 


- 12 = 
year without regard to the amounts actuaily paid out (R. 85-86) 
to the use of a completely different principle, namely 
that expenditures eould be deducted only as incurred (8. 102). 
Moréover, the decisions of both the District Court and the court 


of appeals in Holt were rendered before the change in the language 


f the Treasury Regulations amplifying and clarifying the meaning 
of the phrase “change in method of accounting.” 7.D. 

7073, Supre. {Lt is mot clear from the Opinions in the Holt case 
whether the taxpayer there in fact made an individual determination 
of worthlessness with respect to each of the charged-off Country 


Accounts Receivable, as required under its accounting method (see, 


Treasury Beeulaticns on income Tax (1954 Code), § 1. 166-1(a), ane 
§ 1.166-2(a) (26 C.F.R.)), or whether the taxpayer misapp, 1s 
accounting method by systematically charging off its Country Accounts 


Receivable when they met some pre-established standard of worth- 
lessness, such as failure of the account debtor to pay within a 
eertain number of days after payment was due. Thus, the Holt 

case has little, if any, precedential value under the new Regula- 
tions: if the Commissioner disallowed the deductions in 

question because he disagreed with the taxpayer's finding of 
worthlessness with respect to specific accounts, the resulting 
change would not be a change in method of accounting under Treasury 


Regulations on Income Tax (1954 Code), Section 1.446-1(e) (2) (ii) (b), 


Appendix, intra, On the other hand, 12 he disallowed the Ge- 


ductions because he disagreed with the taxpayer's supposed practice 


of systematically charging off accounts which were not worthless 


ee 
and then including recoverics on such accounts in income in 
later years, the resulting change woes probably qualify as a 
change of accounting method under the new Regulations See, 
Treasury Regulations on Income Tax (1954 Code), § 1.446-1(e) (2) (111), 


Examples 6 and 7 (26 C.F... 


The Tax Court concluded (8. 109-110) that the taxpayer's 


.% 
¥ 


change from the use of estimates to the use of actual expenditures ‘ 
was not a change in method of accounting because the taxpayer's 

prior practice of deducting estimated expenses did not properly 

Teflect its total Lifetime income: See, Treasury BReculations 

Om Income Tax (1954 Code), § 1,.446-1(e) (2) 011)(b). In reaching 

this conclusion, the Tax Court failed to recognize that, in 

the absence of an express statutory authorizavion for deducting 

an addition to a reserve, the reserve method of accounting 

is not allowable for income tax purposes regardless of whether Good 
the amount of the addition to the reserve which the taxpayer 

seeks to deduct w °.d have been considered reasonable for 

financial statement purposes. With the single exception of a 

reserve for bad debts, which has been authorized by Section 166(c) 

Of the Code (26 U.5.0.), the addicion to 4 reserve Cor cstimaced 

. expenses has long been held unallowable for income tax purposes 


because "the events necessary to create the liability do not 


GcCur during the taxable year. Brown Vv. Helveting, 291 U.G. 133, 


~ ] 4 = 
3/ 


200 (1934). ” Accord, United States v. Anderson, 269 U.5. 


22, 624 ©1920). 

Havine failed to appreciate the fact that 2 taxpayer's 
use of an addition to a reserve for insurance expenses was mot 
allowable for income tax purposes, whether or not the amounts 


deducted were excessive, the Tax Court was misled by the fact 


37. The legislative history of the accounting provisions of the 
Internal Revenue Code of 1954 shows that the reason why specifi 
authority is necessary to deduct an addition to any type of rese 
is that an open enied allowance of euch deduce ce would px roduce 
unacceptable revenue losses. The Internal Revenue Code of oe 
enacted on August 16, 1954, contained two accounting pr i 
enacted as Sections 452 and HO? (26 U.8,0. 1952 ec. ee 

and 462), oné of which permitted the postponement oF recognition 
prepaid income (Sec. 452), and the other of which per 

the deduction of additions to reserves for estimated expense: 
(Sec, 462). These EwoO sections were retroactively repealed by 
the Act of June 15, 1955, e. 143, 69 Stat. 134, Sec. 1. In the 
House Report accompany ing this repeat bill, the Committ > 

Ways and Means acknowledged that Sections 452 and 462 

enacted im an effort to bring tax atcounting principles 

nearly into line with generally accepted accounting Principles 
With respect to the timing of imcome aud tae incurring OF 

H. Rep. No. 293, 84th Cong., [st Sess. , Dp. 3 (1955-2 Cum. 
§53-854). However, after the provisions were enacted, the 
Treasury Department increased its estimate of the revenue 
resulting from the transition from $47,000,000 to over ao 


and accordingly the Committee acquicsced in the Treasury ee 


request for repeal of these sections, pending further studies of 
the best means of achieving Comtormity between eenerally accepted 
accounting principles and tax accounting rules. H. Rep. No. 220, 
supra, pp. 2-4 (1995-2 Cum. Bull, e. 853-855). ‘Une Senate 
Finduce Conmittee also recommended pas «se of the repeal bill, 
ae that this repeal represented a ip away from the 

oal of conformity, but pointing out thet, because of the 
unanticipated revenue loss, further lepislative action would 
be eguired to write definite rules into the income tax law 
tee such conformity could be achieved. S$. Rep. No. 3/2, 84th 
Cong,, lst Sess., pp. 3-6 (1955-2 Cun, Bull. 655, 859-861). 


ne 
that the taxpayer here had consistently overestimated its insurance 
expense deductions under the reserve method which it purported to 
lige. (RR. 36-06. It was this misapplication of the reserve 
method, not the use oF method Ltselt, which save rise bo 
erroneous and excessive deductions which the Tax Court found 
save distorted the taxpayer s Lifetime income. CR, 109-110.) 
short, the Tax Court failed to wecoenize that the taxpayer here 
made two separate errors in the tak treatment of its insurance 
expense account. The first and fundamental error was in the use 
of an impermissible method of accounting -- namely, the computation 
of its insurance expenses by accruing and deducting periodic 
additions to 4 reserve for future Liabiliti : he Second Error, 
which did not involve a separate method of accountinp, 
the taxpayer misapplied its reserve method of accounting 
ing excessive and unreasonable estimates o 
liabilities, thereby distorting its income 
The distinction between the financial accounting definition 
of an accruable liability and the legal definition of a deductible 
expense for federal tax purposes is clearly a question Of Cining. 
Under generally accepted accounting principles, a reporting company 
is required -— 
to provide, by charges in the current income 
Statement, properly classified, for all for- 
eenble costs and losses applicable against 
current revenues, to the extent that they 


can be measured and allocated to fiscal 
periods with reasonable approximation. 


American Institute of Certified Public Accountants, Accounting 


Research Bulletin No. 43 (Accounting Research and Terminology 


19617), 
Financial accounting require 
matching of current expenses against current revenues 
in accordance with the basic principles of accrual accounting 


Finney and Miller, Principles of Accounting 


1965), po. LO, 381-3524 Under the principles 
accounting, however, an expense which is merely 
does not thereby become deductible. Brown v. Helvering, 


Supra, p. 200; Milwaukee & Suburban Transport Corp. v 


3059, 1049-1051 (1959), rev @ On Enis tecie 

Pe3-288 (OLA, 16 rev'd and remanded 
U.S. 906 (1961), $8164 GE the Tax Court ali d 
293, 2d 620 (CA. 7 €ert. denied, 368 


World Airway: 3 Mlesiouer, O2 7,0, (80, 


appeal pending (C.A. 9 O. (39-2176). Gee United Stat 


solidated Edigon Ce., 366 U.S, 380 (196i); 


ASSn. ted States, 367 U.S. 


Must wait until all events establishine 1s 


Ali 
pay have become ‘ixed before claiming any deduction. Brown v. 


Helvering, supra, p. 200; United States v. Consolidated Edison 


Co. 6lipra, p. 305. Where, 45 here, the “all éWents’ test of tax 
accounting results in delaying the deduction of an item which may 


be properly accruable for financial statement purposes in an 


@arlier year when the corresponding incotie is earned, to a later 


year when the Lepal liability becomes fixed, such a delay clearly 


Lic 


involves the proper time for taking a deduction. Accordingly, 


the taxpayer's change from an erroneous use of a reserve 
estimated liabilities to an acceptable method of treatment 
of such liabilities was a change in its method of accounting 


within the meaning of Treasury Regulations on Incor 


2 


Goode), Section 1:446-1¢e), 


CT OAN oe 
SLON OI 
Ce ae 


of ie 
pe Se 


ACCOUNT 


Xa 


Se a Gee a 
DECLRRVTH 


taxpayer 
comp 


deductions 


’ 


stimates constituted a method of accounting 


E> 
ion of the balance in the reserve account we 9t an adjustment 
required solely by reason of the taxpayer's change in method of 
accounting and hence the taxpayer could not be required to make 
such an adjustment under Section 481 of the Internal Revenue Code 
The court sought to justify this conclusion 
by pointing out that even if the change had not been made, under 
the taxpayer's reserve method it would not necessarily have been 
required to account for its previous excessive deductions in 
(R. 113.) This explanation ignores the fact’ that 


even where the deduction of an addition to a reserve is authorized, 


as under Section 166(c) in the case of a reserve for bad dabts. 


the taxpayer is not at liberty to deduct any amount he pleases. 


ms under Section 166 specifically require t! 
reserve method of deducting bad debt 

account the excess or inadequacy 
in computing the amount of reasonable 

the current year. Treasury Regulations on 

fi 2.106457 (2) (26 C,FR.), supra Be Perlicy: . 
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